Abstract
Introduction
The first tourism development strategy in Albania was drafted in 2002 by the Ministry of Tourism, recognizing the sector's role in the economic growth of the country. This development strategy was approved in 2003, spanned until 2012, and was later revisited with two important initiatives. On June 2006, the Ministry of Tourism launched the new Strategy and Action Plan for the Development of Natural and Environmental Tourism, which was later followed by the Albanian Parliament approving a dedicated law on tourism development on May 2007. So, the administrative and executive support for tourism development has been welcoming of the long term vision for tourism growth in Albania. Quantitatively speaking, travel and tourism have a relatively high weight on domestic income, reaching 6.6 percent of GDP and an absolute value of 799 million USD in 2009 (the total economic contribution of the travel and tourism supply chain, through direct and indirect effects, reaches 2.4 billion USD and 20.6 percent of GDP, as reported in the Tourism Satellite Account of the World Tourism Organization).
It is relatively easy to assess tourism potential in Albania just by looking at its natural resources. The country hosts many forms of tourism, in addition to the already saturating tourism market of sea and sand. Remote tourism, in fact, is becoming the focal point of public policy support in this sector, meeting one of Milne's (1992) prerequisites for tourism growth -that of ensuring policy orientation on the importance of developing tourism. From the consumers' and individuals' standpoint, King and McVey (1997) and Bonham and Mak (1996) propose additional prerequisites to tourism growth, such as residents' willingness to accept the fact that development may impact their lifestyles, that private and public sector organization should be eager to contribute to tourism infrastructure, and that the compilation of effective marketing strategies concerning localities is pivotal to growth. The effect that tourism earnings can have on economic growth and welfare make it worth the trouble of public policy to impose the necessary expansionary regulation that support tourism growth. However, there has been no quantitative analysis conducted thus far on Albanian tourism that could have lead us to conclude with affirmation that tourism positively affects economic growth. Consequently, the central thesis of this paper is to evaluate the economic effect of tourism in quantitative terms, and offer an empirically valid result on the long run equilibrium relation between these two variables.
Given the novelty nature of our research and the developing cycle of tourism in Albania, we take some time to survey the relevant literature on economic effects of tourism growth. We track the global experience on tourism growth and adapt relevant applications for Albania. This section follows next. We then move on to presenting our model specifications and the time series upon which we base our study. The methodologies used here are covered in conceptual detail in Appendix 3, which should work well as introductory readings on cointegration and error correction mechanisms. Next, we present our empirical findings, and conclude with some final remarks.
Literature Review
The literature on tourism growth and its economic effects is vast, and seems to be generally oriented in three main directions: (1) tourism effects on income, (2) revenues instability in terms of cyclicality and seasonality of the sector, and (3) environmental implications of tourism growth, including sustainable tourism. This paper contributes to the first direction.
For several countries, it is now affirmed that tourism development poses great potential for economic growth. For example, Milne (1990 Milne ( , 1991 Milne ( , 1992 asserts that developing countries, which are relatively small, but at the same time have unexploited tourist potential, have the luxury and opportunity to turn tourism into the mainstay of the region's economy as well as one of its largest employment sectors. In poorer countries tourism might serve as a tool that provides financial incentives for preserving cultural, historical and natural resources or traditions that would otherwise go neglected or degraded (Waters 1996; Mings 1969) . We can realistically state that tourism could be alternatively defined as a powerful means for spreading economic activity to peripheral, underdeveloped areas (Parnwell 1993) , as is the case for southern-and northern-most points of Albania.
One challenge to local communities might be the increase in domestic prices and its consequential effect on personal welfare and disposable income (Hazari and Ng 1993) . Regardless of this prospect, it is plausible to believe that those effects are more than likely to be offset by the positive effects on the country's overall welfare (Balaguer and M. Cantavella-Jorda 2002) . Williams and Shaw (1991) also mention tourism contribution on the convergence process of income. Using evidence from European countries, they evaluate that tourism generates a net distribution of wealth from richer to poorer states. In a more recent contribution, Soukiazis and Proenca (2007) prove the same point on income convergence for Portugal, helping regions to approximate their levels of development. Other authors conduct similar analysis on the effect of tourism for Mauritius (Durbarry 2004) , Greece (Dritsakis 2004) , Taiwan (Kim et al 2006) , and Turkey (Gunduz and Hatemi-J 2005) .
Complementary studies have tried to identify a possible link between tourism revenues and GDP growth. Po and Huang (2008) have established that when revenues from tourism are below 4.05% of GDP or above 4.73% of GDP, there exists a significantly positive relationship between tourism growth and economic growth. 2 They argue that relatively low ratios of the value added from the service industry to GDP help explain the lack of a significant relationship between tourism growth and economic growth outside the range given above. Similar research by Chi-Ok Oh (2005) was conducted for the Korean economy, and it was found that such relation did not hold. Now, to the extent that the Korean and Albanian economy are not similar, and that the Albanian net earnings from tourism border at 4.73% of GDP 3 , we retain our hypothesis that tourism positively affects economic growth.
Methodology
As in Dritsakis (2004) , we hypothesize that sustainable tourism growth can be successfully channeled to fuel economic growth and development in terms of income generation. Our hypothesis is that net earnings from tourism could be considered as a means of credit for financing local entrepreneurial activities, which in turn has the potential to employ more people, use more resources, and contribute to economic growth in sectors beyond tourism.
Following the empirical process in Dritsakis (2004) for Greek tourism, the econometric analysis here makes use of cointegration and autoregression models to assess the long run effect of tourism on growth. This method is extensively used in the literature, although other authors have also used computable general equilibrium (CGE) models (Adams and Parmenter, 1995; Dwyer et al, 2000) , panel data approaches like the dynamic generalized method of moments (EugenioMartin et al, 2004) , as well as endogenous and neoclassical growth models based on the Cobb-Douglas production function (Lanza and Pigliaru, 2000; Brau et al, 2003; Proenca and Soukiazis, 2008) .
Given that we are analyzing the long run equilibrium relationship, as well as assessing the short term dynamics of the model, the Johansen (1995) methodology for non-level variables and an error correction representation of a general vector autoregression is used. This methodology is determined after conducting a stationarity test of the time series in our sample. According to Johansen (1995) , if the variables mentioned above share a common stochastic trend and their first differences are stationary, than they can be cointegrated. The stationarity tests developed by Fuller (1979, 1981) and Phillips and Perron (1988) are used to evaluate the unit root of the series. 4 Campbell and Perron (1991) suggest that for unit root tests to have reasonable power properties, care must be exercised with deterministic regressors. To serve this purpose, Perron (1988) suggested sequential testing of models starting from the most general model containing a constant and a trend, a more modest model with only a constant, or a model with neither component. We conduct the suggested strategy for our unit root tests in level and in first differences (I(0) and I(1)). Johansen and Juselius (1990) 5 technique, an approach based on maximum likelihood inferences. This is represented in an error correction form to estimate a short-run dynamic relationship between cointegrated variables and their rate of adjustment to the long-run equilibrium. The vector error correction model (VECM), as presented by Johansen and Juselius (1990) and as adjusted for this paper, looks as follows:
(2) Where:
• represents the long run matrix, with I as an identity matrix
• represents the short term adjustment and is equal to • the symbol represents variables in first differences • yt and yt-1 are the logarithms of the variables • A0 is the intercept and t is the Gaussian error term
• Ai is a vector of variable coefficients The log linear relationship between the chosen variables (explained in the next section) is expressed in an econometric equation as follows, with ut being the error term capturing omitted variables effects. logRGDPt = + 1logRTUt + 2logREERt + ut (1) A multivariate cointegration analysis requires the selection of an appropriate lag length for the given variables. For small samples of, say, 60 observations, Liew (2004) detected that Akaike's early contribution with the Final Prediction Error (Akaike 1969 ) and the subsequent Akaike Information Criterion (Akaike 1973) performed better in correctly estimating the true lag length of autoregressive processes. In Liew (2004) these results were compared with other criteria like the Hannan-Quinn Information Criterion (HQIC), the Schwarz Information Criterion (SIC), and the Bayesian Information Criterion (BIC), and it resulted that, given sample sizes above 120 observations, the HQIC outperformed both SIC and the BIC. No overfitting issues were identified. Given these results, as well as keeping in mind the traditional research path in previous literature, we use the Akaike Information Criterion (AIC), and add the Schwarz Bayesian Information Criterion (SBIC) as being closely related to the earlier in terms of maximum likelihood estimation. These criteria resulted in an optimal lag length of 2 quarters.
Variables
Much of the logic that goes in choosing the variables to use when assessing the economic effects of the tourism sector depends on the nature of the sector itself. Tourism could resemble a non-traded good, but is nonetheless a kind of export in the realm of international trade. As such, tourism brings in monetary resources (such as foreign exchange), which could be turned around and used to import necessary commodities or be invested locally to improve economic development of the host country.
Income-generating tourist activities include net earnings from abroad, which is to be expected given the Kwiatkowski et al, (1992) . 5 For more information on cointegration please refer to Johansen (1988 Johansen ( , 1991 Johansen ( , 1995a , Juselius (1990, 1994) , and for a timeline review of cointegration refer to Dolado, Gonzalo, and Marmol (1999) .
international nature of the sector. As Albania becomes increasingly opened to international trade through lower barriers and tariffs, foreign money has been gaining considerable weight in the economy. In fact, a greater share of commercial loans as reported by the Bank of Albania for the last three years were denominated in foreign currency (72% of total credit). The positive economic effects of net earnings from abroad have been evaluated by Carletto et al (2007) for the first half of the transition period in Albania, but only for those earnings associated with return migration. 6 Other authors have included variables that determine the weight of tourism on economic growth in terms of competition and scale. For example, Bhagwati and Srinivasan (1979) and Krueger (1980) see international tourism as an activity that contributes to economic growth by enhancing efficiency through increased competition among firms and other international tourist destinations, while Helpman and Krugman (1985) assert that higher tourism earnings facilitate the utilization of economies of scale in local firms.
The Dependent Variable
Measuring economic growth of a country when assessing the effect on it of one specific sector can be a challenging process, because the definition of economic growth is ambiguous. Several approximating indicators of economic growth exist, including real GDP, real GNI, as well as several per capita indicators. Further more, recently, economic growth has been measured by such indicators that incorporate some considerations on sustainability and environmental degradation, in addition to the common economic and monetary considerations (the Genuine Progress Indicator and the Index for Sustainable Economic Welfare are two valid examples). Obviously, for an unbiased analysis and evaluation of economic growth, one would need to account for the net effect of gross economic production, resource depletion, military and war burdens, and so forth. However, such ideal measures have yet to gain ground in the literature, and other measures are limited in availability for Albania. Therefore, we use real gross domestic product (RGDP) as a proxy for economic growth. Real GDP data are available with the required time frequency by the Albanian Institute of Statistics.
Explanatory Variables
To proxy for tourism growth, several alternative variables seem to have been used in the literature: the number of inbound tourists over population, the number of beds in accommodating facilities, tourism receipts as a share of exports, tourism receipts as a share of GDP, and net receipts from tourism. The first two variables could be appropriate to use since they not only cover the intensity of tourists' net earnings, but -as is the case of the number of beds available -it also shows changes in accommodating infrastructure. However, the data for these two variables is partially available, shorter than the time period required, less frequent than is needed for our analysis, and unreliable (Mema, 2009 ). Also, the data for these two variables is available annually, and it is impossible to find an adequate quarterly distribution of weights to interpolate the data quarterly. Moving on, tourism receipts as a share of exports or GDP could be used, but to preserve analytical consistency in our analysis, since real GDP is used as the dependent variable, net earnings from travel and tourism (RTU) are used to account for tourism growth. The Tourism Satellite Account (TSA) of the World Tourism Organization is used as a data source in this case. 7 Another variable is the real effective exchange rate (REER). The industry of travel and tourism, especially in Southeastern and Southern Europe, is very competitive because the geographical uniformity and similar natural capital has lead to homogenous tourism products. Thus, international demand for Albanian tourism depends on the incrementally higher (or lower) attractiveness of Albania as a preferred tourist destination. This logic requires the use of a competitiveness indicator of an international nature, and the real effective exchange rate is used here to serve this purpose, as was the case in Dritsakis (2004) . REER is an exchange rate-based, price-competitiveness indicator that has the required time frequency and is maintained by the Research Department at the Bank of Albania. 8 Finally, as found in Lim and McAleer (2000) , a dummy variable should be introduced in the model to account for seasonal effects. Travel and tourism is a seasonal (and even cyclical) sector, therefore a seasonal dummy variable was initially included in the model. However, significance tests showed that the variable was not statistically significant. Also, 6 The authors show that the likelihood of owning a household enterprise improves with higher net earnings from abroad (not including tourism explicitly). 7 Country data from the Bank of Albania's Balance of Payments were initially used for the analysis here. The data covered annual business and private trips, while TSA data explicitly cover net earnings from travel and tourism in the economy. Also, when using travel data from Bank of Albania, the results showed no significant relation between this variable and real GDP growth. 8 Balaguer and Cantavella-Jorda (2002) use a similar approach to measure Spain's external competitiveness, but they adjust it for unit labor cost; while Dritsakis (2004) Johansen (1995) argues that since seasonality might affect the mean but not the trend of tourism or economic growth, it is viable to leave the seasonal dummy out. The variables are expressed as logarithms to estimate the log linear relation between them, as well as to capture the proliferating effect of time series.
Data
We utilize quarterly data for Albania's net earnings from travel and tourism from 1998 to 2009, excluding the first 5 years of the transition period as a period with stagnant tourism development. Tourism data are taken from the World Tourism Organization. Data on the real effective exchange rate are taken from the Research Department at Bank of Albania. Real GDP data are taken from the Albanian Statistics Institute.
Estimation Results
Through the methodology used we check whether there are any cointegrating relations between our variables. Establishing the number of cointegrating vectors and estimating their parameters helps us analyze any long run relationships. Two likelihood ratio tests for the cointegration rank of matrix in equation (2) are used: a maximum eigenvalue test and a trace test. The trace value is given to test the null hypothesis of having r cointegrating vectors against the alternative of k cointegrating vectors, where k is the number of endogenous variables for r = 1,0,…,k-1. In addition, the maximum eigenvalue statistic tests the null hypothesis of having r cointegrating vectors against the alternative of at least r+1 cointegrating vectors. We have three endogenous variables so we will test for r = 0, r 1, and r 2. The results of both these tests are included in table 2 in Appendix 2, and show that there are two cointegrating vectors among the variables used in this analysis. In the case where we have two endogenous variables, we take one less cointegrating vector than there are variables. So the one cointegrating relationship in the long run taken into consideration is the following: LRGDP = 0.348*LRTU + 0.851*LREER In addition, it shows that net earnings from travel and tourism in Albania positively affect the country's economic growth over time. Further more, table 6 presents the results of the Granger causality test that establishes causation 9 through the channels mentioned in the vector identified above. Results show that both net earnings from travel and tourism and the real effective exchange rate Granger-cause growth in real GDP at the 5 and 10 percent significance level. 10 However, the opposite is not true, meaning that growth in real GDP and changes in the real effective exchange rate do not Granger-cause net earnings in travel and tourism. Based on Hamilton (1994), this result suggests that past values of economic activity (real GDP) and greater price competitiveness (REER) in the country do not have enough predictive ability (i.e. Granger-causation) to affect future values of net earnings in travel and tourism. Table 3 in Appendix 2 shows the estimated cointegrating parameters for the three variables. As can be inferred by the coefficient in table 3, it is estimated that a 5 percent increase in net earnings from travel and tourism in Albania accounts for an almost 1.7 percent increase in real gross domestic product in the long run. On the other hand, the short run dynamics of the error correction mechanism imply that any short run shocks to the long run equilibrium between real GDP and net earnings from travel and tourism is estimated to be undone by 26.3 percent each quarter. This further means that it will require almost 3.8 quarters (or 11.4 months) to weather an equilibrium shock in the long run caused by variations in the foreign exchange rate or total travel and tourism revenue -a mild correction pace of real GDP in a transition economy.
To further materialize the explanatory influence of these channels, we run a variance decomposition exercise. First, we conduct variance decomposition of real GDP explained by fluctuations in net earnings from travel and tourism and REER. Next, we conduct variance decomposition of net earnings from travel and tourism explained by fluctuations in real GDP and REER. Results shown in table 4 reveal that after 4 quarters, net earnings from travel and tourism explain 27 percent of fluctuations in real GDP, increasing to 36 percent after 8 quarters. On the other hand, real GDP and REER jointly explain about 23 percent of the fluctuations in net earnings in travel and tourism after 4 quarters, leaving 78 percent of the fluctuations in tourism to be explained by tourism itself.
Furthermore, the positive sign on LREER in the cointegration analysis could be interpreted in a way that links currency depreciation with higher attractiveness of Albanian tourism products and services for foreigners, which in turn should positively affect real GDP. In this regard, price competitiveness is considered an important factor in tourism growth, although to sustain the logic above it is necessary to conduct a collinearity test between LRTU and LREER. Perfect collinearity was not evident in EViews. To test for milder collinearity we generated a simple correlation coefficient (equal to -0.7519) and ran a t-test in this regard. 11 The t-value of -7.3932 fell outside the 95 percent confidence interval, limited in the two tails by a critical t-value of +/-2.018. This outcome allows us to reject the null hypothesis that LRTU and LREER suffer from multicollinearity.
To assess the robustness of the above results we run several diagnostics checks that are appropriate for vector auto regressions. The first diagnostics assessment tests for model stability using unit circles. The autoregressive roots graph shows that all but one root falls within the circle, and all but two roots are less than one. There are a total of k*p roots, or 9 roots. These results allow us to label the model as relatively stable. The second measure tests the serial correlation of residuals with the null hypothesis being that residuals suffer no serial correlation at lag order h. The test results do not allow the rejection of the null hypothesis, and we thus conclude that there is no residual serial correlation present. Next, we conduct a Wald test for parameter restrictions for all variables, with the restriction being the null hypothesis that all coefficients are zero. The results show that the small probability allows us to reject the null hypothesis, and contend that coefficients are different from zero, and thus significant at the 5 percent significance level. Next, we conduct a VEC residual normality test, with the null hypothesis being that residuals are multivariate normal. The high probability value of the Jarque-Berra coefficient with a Cholesky orthogonalization shows that residuals are normally distributed. Finally, the results of the residual heteroskedasticity test show that the model suffers no heteroskedasticity. The results of the diagnostic tests mentioned above are included in the tables in Appendix 2, saving the sequence mentioned above.
Conclusions
Throughout this paper we tried to assess the validity of the tourism-led economic growth hypothesis for Albania, and the empirical results obtained show that such hypothesis is valid. Growth in real income was measured through the growth rate of real GDP, which was compared with fluctuations in net earnings from travel and tourism since 1998. We also recognized the international nature of the sector and concluded that it was necessary to include an indicator that could control for the level of international price competitiveness of tourism. To this extent, the Research Department at the Bank of Albania prepares and maintains the real effective exchange rate, which we use in this paper as a proxy of international price competitiveness.
These three variables were than analyzed through an autoregressive approach. Using a cointegration method for the long run analysis and an error correction mechanism to assess the short run dynamics of the model, we concluded that a 5 percent increase in total travel and tourism revenues in Albania accounts for almost 1.7 percent increase in real income, an elasticity of 5-to-1.7. This finding is comparable and in line with the results of Balaguer and Cantavella-Jorda (2002) and Dritsakis (2004) where an elasticity of 5-to-1.5 held for Spain and Greece, in respective studies. Durbarry (2004) found an even more intensive elasticity, 5-to-4, for the island of Mauritius.
The findings in this study could help in legitimating ongoing efforts by state agencies and private organizations to further invest in tourism development for economic growth and improved economic conditions such as endemic unemployment, which is highest in those regions with higher endowments of tourism development factors 12 . In this section we explain cointegration and the error correction mechanism in layman terms. It is intended for individuals with introductory knowledge of the methods used in this paper. We cover cointegration, the Johansen technique, and the vector error correction model. Oxford Reference Online, as well as the landmark publications, are used to derive the definitions mentioned here. Cointegration is an econometric approach designed to predict whether two or more variables are linearly related. If two variables are linearly related, we would expect their values to move together over time. However, observations on these two variables may have a trend over time or may be drifting apart and are therefore not consistent with the modeling process. Nevertheless a linear regression of two variables may appear to fit the data very well and to give high t-statistics; therefore, additional tests should be conducted to determine that the cointegration is not in fact just spurious regression.
Appendix 2: Tables
Cointegration is used when the relation between the time series is stationary, which is a condition discoverable by using several different stationarity tests such as the Augmented Dickey Fuller test and the KPSS test. A stationary time series is a series with a constant mean and variance over time and a covariance which depends on the time gap between the values rather than the period in time to which the observations relates. Two or more series of non-stationary random variables are cointegrated if there exists a stationary linear combination of these variables. A non-stationary series becomes stationary after differencing it n times -and the series is than called integrated of order n.
Cointegrated series drift together at roughly the same rate. More generally, if series X and Y are both integrated of order n, denoted I(n), and Z = Y -X is integrated of order d, denoted I(d) with d < n for some constant , then X and Y are cointegrated with the order of cointegration (d -n); if (d -n) is a fraction then X and Y are said to be fractionally cointegrated. Cointegration between two or more variables is expressed through a cointegrating vector.
Consider a vector (Xt) consisting of n variables. These variables are said to be cointegrated if the following two conditions are met: (1) each of the variables is integrated of order I(d), and (2) there exists a cointegrating vector zt = 1 Xt ~ I(d -n), where n > 0. The term 1 is known as the cointegrating vector and the fact that the variables within Xt are cointegrated is denoted by Xt ~ I(d, n). The cointegrating vector represents the long-run relationship between the variables in Xt and is therefore referred to as a long-run equilibrium relationship.
A conventional approach to using cointegration (following the development of a theoretical model) is to test each variable for the order of integration I(d). If the variables are all integrated of the same order (d), then test for the existence of a cointegrating vector. If this exists, formulate the error correction mechanism (covered below) representation of the model, estimate the coefficients, and perform nested significance tests to delete non-significant coefficients to derive a robust equation.
Error correction mechanisms are used when estimating cointegration relationships, which are also called cointegrating vectors, as mentioned above. An error correction mechanism is a dynamic model in which the change of the variable in the current time period is related to the distance between its value in the previous period and its value in the long-run equilibrium. This model is frequently used to estimate a short-run dynamic relationship between cointegrated variables and their rate of adjustment to the long-run equilibrium relationship. In the paper presented here we use a generalized form of the error correction mechanism called VECM -vector error correction mechanism. VECM is basically a system of equations that describe relations between multivariate non-stationary time series when there exists a cointegrating vector and the series are stationary of the same order (d).
To estimate a VECM one could use the Johansen's approach, which is based on the maximum likelihood estimation of a vector error correction model with several endogenous variables involving nonstationary, as well as stationary, variables (which is fine as long as their cointegrating vector is stationary). The maximum likelihood estimator is obtained by maximizing the likelihood function of a sample. The likelihood function indicates how likely a particular population is to produce an observed sample. This function likelihood produces some parameters, which are than used as estimators in the maximum likelihood estimation, whose main goal is to find the population that is more likely than any other to produce the observed data. The maximum likelihood estimators are known to be asymptotically efficient, which means that the level of precision provided by the estimator is close enough to the theoretical limit of precision, and as such, a sample estimator could be applied to the whole population (e.g. a sample mean of a normally distributed population is an efficient estimator of the population mean).
A final note is reserved for a light explanation of endogenous variables and the error terms. An endogenous variable is a variable whose value is determined by the equilibrium of a system, in contrast to an exogenous variable that is imposed on a system from outside. For example, the resource endowments of an economy are exogenous, whereas equilibrium prices are endogenous. In the context of econometrics, an endogenous variable is correlated with the error term in the regression.
In a regression, the difference between the dependent variable and the regression function is given by the size of the error term. It captures the combined effect of: (1) any deviation of the true functional form of the relationship between the dependent variable and the explanatory variables from the regression function; (2) any errors in measurement of the variables in the data; and (3) any variables that affect the dependent variable but are omitted from the regression function.
For details of the methods and significance tests, see: D. A. Dickey and W. A. Fuller (1981) 
